A Challenge to the European Social Model? * This paper proceeds from two key assumptions. The first is that European countries are likely to face increased immigration of individuals. The second is that the emigration of jobs from Europe to other regions of the world through offshoring is also likely to increase. It has been widely argued that both factors are contributing to growing insecurity among European workers. This paper has two goals: first, to put the wider discussion of job displacement and wage changes resulting from immigration and offshoring on a firmer empirical foundation; and second, to explore changes in the European social model that will allow the European economies to adjust to the challenges and respond to the opportunities resulting from increased global competition from emerging market economies. Both immigration and offshoring confront European policy makers with trade-offs between efficiency and equity. These tradeoffs can be eased by active labour market and education policies to enhance the flexibility and skills of European workers so that they enjoy the productivity advantages necessary to support high wages and compete in the global economy. Such policies must combine an appropriate balance of incentives, obligations and benefits that focus on the overall employability of workers rather than on the number of jobs in a particular company or sector. A key challenge in designing such policies is how to combine generous income support for jobseekers while at the same time strengthening their incentives to find and accept available jobs.
Introduction
In both North America and Western Europe there is mounting concern among the population that competition from low-wage emerging market economies is eroding job security and reducing wages. Both the immigration of low-skill workers from such economies and the growing offshoring of both manufacturing production and more recently production in IT and business services to such economies have aggravated this concern. The fear of the "Polish immigrant plumber" taking jobs and wages from his high-wage counterparts was a significant factor behind the no votes against the EU Constitution in France and the Netherlands. And German firms have used the threat of offshoring production to lower cost locations in central Europe and Asia to win significant compromises on wages and job flexibility from German workers. Overall, there is anxiety among both citizens and their political leaders in the US and throughout Europe that both the immigration of low-wage workers and the out-migration of jobs to low-wage locations will force a "race to the bottom" in terms of wages, job security and social welfare policy. But are such concerns warranted? And if so, how should the basic features of the European social model be adjusted to address the new challenges posed by increasing globalisation?
In order to answer these questions, it is important to move from perception to evidence because many of the fears about globalisation are not empirically grounded. For example, both the US and the UK have been and continue to be major recipients of jobs offshored from elsewhere in the world. And a recent report from the UK Office of National Statistics found that employment growth in occupations widely considered susceptible to offshoring has actually been very strong. While job turnover has also been high in those occupations, the rate of job loss has also tended to decline. The perception that job security has declined as a result of globalisation is also not consistent with the facts. For example, according to longitudinal data for individual workers in the UK -the British Household Panel Survey (BHPS) -average job security has actually improved since 1993. 1 Interestingly, associate professionals -the category for which the largest number of work permits are issued to immigrants to come and work in the UK -do not feel more insecure than UK workers in other types of jobs. This result suggests that immigrants in the UK have largely been complements to rather than substitutes for native workers. In short, using this UK dataset, it appears that immigration has not eroded job security. 2 By contrast, using the same dataset, offshoring does appear to have a negative effect on the perception of job security of some UK workers. 3 For example, the perception of job insecurity is clearly higher for machine operators -a category of work where offshoring has been quite prevalent -than for other categories of workers. Finally, the BHPS data also suggest that offshoring and work permit categories are broadly linked which, if anything, points to a possible two-way process with migrants coming in and jobs migrating out in the same broad job categories. This paper attempts to link the dual challenges from continued immigration of people and emigration of jobs. While the two are not strictly linked -at least in a causal sense -they have a number of overlapping features in both policy and economic terms. In particular, the paper has two goals: first, to put the wider discussion of job displacement and wage changes resulting from immigration and offshoring on a firmer empirical foundation; and second, based on the evidence, to recommend changes in the European social model that will allow the European economies to adjust to the challenges -and respond to the opportunities -resulting from increasing globalisation. The basic conclusion is that globalisation, like technological change, requires active labour market and education policies to enhance the flexibility and skill levels of European workers -to provide them with what the ILO has termed "flexi-curity" -so that they have productivity advantages with which to compete effectively in the global economy. Policy adjustments are also warranted to help citizens who are dislocated or harmed by globalisation to cope with a variety of dislocation costs. The purpose of such adjustments is not to save particular jobs but to save individuals from bearing the cost of beneficial economy-wide changes triggered by immigration, offshoring, or other forms of global competition.
Migration of workers & job displacement
Immigration has been a contentious issue on both sides of the Atlantic for many decades. In the U.S. the steady -and often illegal -flow of Mexican immigrants has fuelled anxiety about the economic consequences for native Americans. In Europe, the extension of the European Union towards its Southern and Eastern perimeters has raised policy concerns about immigration. For example, around 23% of the British population see immigration and race relations as the most pressing political issue and hence immigration constitutes by far the single most important item of public concern. 4 The pace and extent of immigration has varied across Europe over time. There have been substantial differences in net migration rates over time and the origin of immigrants across OECD and EU countries. 5 While in several European countries the immigrant population has remained stable over time, by contrast, there has been a pronounced jump in the U.S. and Britain. In the latter, the fear that the accession of eastern countries would lead to a further jump in migration appears to have been exaggerated. Since 1 May 2004 only around 176,000 Eastern Europeans have registered under the new scheme of which up to a third might have already been in the UK before 1 May. 6 There is a large gap between public opinion and academic evidence on the impact of immigration. Public opinion and the media have traditionally worried about the adverse effects of immigration. A commonly held perception is that foreigners take jobs away from native workers, claim benefits for which they do not pay taxes, and jeopardise social cohesion.
7
By contrast, economic theory predicts that immigration like trade creates overall economic benefits for the host economy. These benefits are the result of greater efficiency resulting from enhanced specialization. According to this view, immigrants and natives are not interchangeable but rather complement one another. However, if immigrants are very similar to native workers in skill and experience, then native workers may experience job displacement as migrant workers compete for jobs and exercise downward pressure on wages. Yet, the increased competitiveness of sectors that employ immigrants may also lead to the creation of new higher-wage, higherproductivity jobs for native workers in other sectors. Furthermore, if the skill and experience of immigrants differ from those of natives, the wages of native workers may increase as they specialize in high-wage, high-productivity jobs and as skill gaps hindering growth in the host economy are closed. 8 Immigration policy and hence immigration itself can be either demand or supply driven. Demanddriven immigration tends to be complementary because to obtain the necessary work permits for migrant workers employers are usually required to provide evidence that native workers are not available. In contrast, supply-driven immigration can bring both substitutes and complements to the native labour force. In reality, the relative magnitudes of different immigration types will depend on a variety of factors that include immigration policy but also economic performance in both sending and receiving countries For example, in common economic markets such as the EU, supply-driven immigration may outweigh demand-driven immigration because of the relatively free movement of labour among union members. In short, the overall impact of migration on the labour market is less clear -not surprisingly -than the popular discussion suggests.
A growing number of empirical studies try to establish the impact of immigration on labour market outcomes in host countries. The majority of these studies examine the U.S. experience between 1980 and 2000, a period during which immigration increased the male labour supply in the US by about 11% 9 . There is also a smaller body of work focusing on European countries such as Germany 10 , France 11 , Austria 12 , and more recently the UK 13 . Most of these studies fail to find negative employment effects on the domestic workforce from immigration in either the U.S. or Europe. The majority of evidence provides no support for the view that immigrants displace native workers from their jobs.
14 By contrast, the evidence on the effects of immigration on the wages of native workers reaches more ambiguous conclusions but effects (both negative and positive) are generally rather small. 15 According to some studies, even the substantial immigration of low-skill workers into the U.S. has had only minor effects on the wages of low-skilled American workers. But more recent work by Borjas documents a stronger effect. 16 He concludes that a 10% increase in the number of migrants reduces earnings of comparable native workers by up to 4%. And in a yet more recent study 17 he also finds that a 10% increase in the supply of doctorates in a particular field at a particular time as a result of immigration reduces the earnings of that cohort of doctorates by 3%. But such immigration also reduced the relative wages of unskilled workers -those with less than a highschool education -by about 3% or about one-third of the 10% decline in their relative wages that occurred during the 1980s. This result suggests that when supply-driven immigration of lowwage labour is large enough over a sustained period of time it can put downward pressure on the wages of native workers with similar skills levels.
Europeans also worry that because a comparatively large percentage of immigrants will draw heavily on the social welfare system, any gains from immigration will be more than offset by the costs imposed on native taxpayers. But the evidence on the fiscal consequences of immigration is far from unambiguous and varies across countries. 18 As to the net positions of migrants with respect to the benefits system, much depends on the age, skill and family profile of migrants, the types of benefits available and the associated conditions of access. For example, research and government studies in the UK have shown that migrants make significant and often large fiscal contributions to the economy. 19 Finally, inadequate attention has been paid to the consequences of different types of migration policy and to the important distinction between supply and demand driven immigration. It is possible that the mix of supply and demand driven immigration is responsible for the small effects of immigration on wages and employment of native workers found in existing empirical studies on the European economies. Clearly, this is an area that warrants further research.
Offshoring and the Migration of Jobs
According to consultancy reports, millions of jobs are likely to be offshored from Europe and the US to the emerging market countries in the coming years. One widely quoted study suggested that the number of jobs offshored from the US will climb from 400,000 in 2004 to 3.3 million in 2015. 20 This translates into about 250,000 layoffs a year or 2% of all American job losses every year over the next decade. The same consultancy firm projects that up to one million jobs or 2% of the jobs in the EU15 are at risk from offshoring over the next ten years, with a high share of the total in the UK because of language. 21 According to recent numbers, about 4% of total jobs lost in France between 2002 and 2004 can be attributed to offshoring. And a recent survey in Germany found that up to 130,000 jobs in the IT sector are at risk of being offshored in the coming three years. 22 Some observers believe that predictions about the number of jobs that will be lost to offshoring over the next decade in both the US and Europe are too low and that offshoring will increase in size and scope much more quickly than anticipated. According to IBM, less than 8% of the $19 trillion spent each year on sales, general and administrative expenses has been outsourced, and many US and European companies project that they can outsource half or more of this work to foreign locations. 23 However, another survey among 500 top European firms shows that only about 40% have relocated services abroad in the past and that almost 50% are not planning to offshore services in the future. This survey also reveals that over 50% of service offshoring by European firms is occurring within Europe. And within Europe, some countries like Ireland are significant net importers of offshored jobs from other European countries. 24 
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The prospect of a large and rapid offshoring of jobs has caused considerable unease among workers and politicians in both Europe and the US. Some companies have undoubtedly aggravated this concern by using the threat of offshoring to win concessions from their domestic workers. In Germany, for example, Siemens, Daimler-Chrysler and Volkswagen have recently confronted their workforce with the choice of lower earnings or moving parts of their production offshore.
Yet offshoring is not a new phenomenon. The recent debate triggered by the growing offshoring of business services has many similarities with the debate sparked by the offshoring of manufacturing jobs in the 1980s. Today, there is broad agreement among economists that the offshoring of manufacturing jobs has created net benefits for both host and home countries. Nonetheless, there is also agreement that the offshoring of manufacturing production from the US and Europe to low-wage locations in emerging market economies has imposed dislocation costs on individual workers who have lost their jobs and wages.
Like other forms of skill-biased technological change in production processes triggered by the IT revolution, offshoring has reduced the demand for low-skilled workers while increasing the demand for high-skilled workers in high-wage economies. These effects have been most pronounced in the US because American multinationals have relied on offshoring in manufacturing to a greater extent than their European counterparts. It has also been argued that the US tax code has encouraged offshoring by US multinationals because the corporate tax system permits them to defer taxation on their foreign earnings 25 . In the US, the offshoring of manufactured products has contributed to the decline in both the absolute and relative wages of low-skilled workers compared to the wages of workers with a college education as well as growing wage inequality. One view is that about a quarter of the wage inequality in the US over the last twenty-five years is the result of low-wage competition from immigration, imports of labour-intensive products, and the offshoring of manufacturing production by American companies, all of which have resulted in sustained downward pressure on the wages of unskilled American workers. 26 The current wave of offshoring is no longer confined to blue-collar manufacturing jobs. 27 Increasingly, relatively high-skill, high-wage, white-collar service jobs that have traditionally been "non-tradable" are being offshored to low-wage locations. 28 Several factors are behind these trends. First, recent advancements in digital technology have made it possible to store and share information more easily. Second, there has been a rapid increase in available infrastructure for sending digital information around the globe at very low (and declining) marginal cost. Third, developing countries such as India and China have growing skilled workforces with labour costs a fraction of those in the OECD countries. Finally, the business environment has improved considerably in the major emerging markets over the recent past making them far more attractive as investment and production locations.
In terms of motivation, cost considerations have been the single most important driver of offshoring. Labour costs in many countries that attract offshored activities are 70-90% lower than in the advanced market economies. For example, the wages of Indian software engineers are about 25% of the wages of comparably skilled American software engineers (as measured between the late 1990s and 2003). 29 Offshoring service production in the presence of such large wage differentials can create substantial costs savings for firms, allowing them to reduce their prices and strengthen their competitive positions in global markets. Overall, average cost savings achieved through service offshoring in recent years have generally been around 30%. 30 Although cost considerations are usually the most important factor behind offshoring, other considerations including the quality of services, the quality of infrastructure, language skills requirements, particularly for the growing number of call centres, higher education, staff turnover, time zones, and cultural affinity, affect offshoring decisions. 31 However, some of these soft factors such as quality improvements may be ex post rationalisations for offshoring rather than its initial motive. Further, there has been significant variation in the types of service jobs susceptible to outsourcing. In particular, those services that require no face-to-face contact, have low set-up barriers, low social networking requirements, high cross-border wage differentials, high digitization and high information content have been most exposed. 32 Will the offshoring of service jobs by firms in the US, Europe, and other high-wage countries create net economic benefits for them and enhance the overall economic well-being of their citizens, even if some of them suffer job losses and wage erosion in the process? Economic logic suggests an affirmative answer to this question. Offshoring the production of intermediate business services to low-cost locations should enhance the productivity and competitiveness of American and European companies, allowing them to reduce their prices and earn higher profits. Higher profits in turn can finance more investment to improve existing products or produce new ones. Lower prices can stimulate greater demand resulting in higher levels of production and employment. And more competition and increases in demand can spark innovation, resulting in new jobs to replace those that have been offshored. A recent influential study by the Institute for International Economics in the US documents this "virtuous cycle of benefits from offshoring" for the IT sector. This study finds that the significant offshoring of component parts by American computer and telecommunications companies in the 1990s reduced the prices of computers and communications equipment by between 10% and 30%. Lower prices in turn stimulated the investment boom in IT and boosted productivity in industries using IT hardware, adding 0.3 percentage points to US economic growth and fuelling the rapid expansion of IT jobs for American workers. 33 Economic logic also suggests that the offshoring of software products and business services will have similar beneficial effects on economic growth and job creation in the companies and in the countries from which jobs are offshored. And countries like India and China that attract offshored jobs will also benefit through more jobs, higher incomes, and faster growth, allowing them to increase their demand for exports from the offshoring nations. In short, offshoring like other forms of trade should be beneficial for both exporting and importing countries. But this conclusion rests on a critically important condition -namely, that the workers whose jobs are offshored in high-wage exporting countries find new jobs at comparable wages. Whether this condition is satisfied depends on both the flexibility of labour markets in these countries and the level of aggregate demand for their products. Moreover, even in a flexible labour market environment, like that in the US, offshoring may foster economic benefits for the nation while imposing substantial "dislocation" costs on workers who lose their jobs to offshoring and are compelled to search for others.
Recent studies by McKinsey document both the importance of labour market flexibility to the potential benefits from offshoring and the uneven distribution of these benefits. In one study, McKinsey estimates that $1 of offshoring of business services production by American companies creates $1.14 of economic benefits for the US economy and $.33 benefits for the Indian economy. The gains in the US are primarily the result of cost savings for customers and investors, and the cost savings come primarily from substituting cheaper labour abroad for more expensive labour at home. Although the overall economy benefits, there are significant distribution effects. Shareholders get up to 62 cents of the total benefits while displaced US workers who find other jobs get only 47 cents. And overall nominal labour income falls compared to what it have been in the absence of offshoring.
A closer look at the McKinsey logic reveals that the aggregate benefits to the US depend on two critical assumptions: the redeployment assumption or what percentage of workers who lose their jobs to offshoring find new jobs; and the assumption of what percentage of the wages paid to workers in the jobs they lose to offshoring are recaptured by the wages they receive in their new jobs. Using the historical trends of the US economy between 1979 and 1999, McKinsey estimates that 69% of American workers who lose their jobs to offshoring to India find a new job within one year and that on average these workers earn 96% of their former wages. Yet, even in the flexible US labour market, nearly one-third of workers displaced by offshoring will not find a job within a year and of those that do more than half will take a job with lower pay. Older, unskilled, 6 and less educated workers are most at risk of suffering long-term or even permanent job and wage loss as a result of offshoring.
In several continental European countries, where employment practices are more rigid than in the US, the redeployment rate for displaced workers is likely to be much lower. If low enough, offshoring could result in an increase in the overall unemployment rate and a decrease in overall income in the offshoring country. Some McKinsey studies conclude that the German economy may lose about €0.25 for every €1 of offshoring of business services by German firms 34 and the French economy may lose €0.15 for every €1 of offshoring of business services by French firms 35 . These results reflect the low redeployment rates for German and French workers who lose their jobs to offshoring. 36 The UK is clearly the leader in offshoring in Europe with the great majority of deals occurring in financial services. 37 However, despite the higher level of service relocation compared to other European countries, a recent academic study has shown that the export of services by far exceeds the import of services in the UK. 38 Furthermore, around 50% of job growth in the UK over the past two decades has taken place in business services, a category that accounts for only £1 in £20 of imports and just over £1 in £6 of exports. Yet, there is still little empirical evidence on how offshoring will affect the type, number, regional distribution, and skill content of jobs in the UK in the future. One consultancy report estimates that offshoring activities in the UK will displace just 3% of employees over 10 to 15 years and that amounts to around 6% of all job losses in 2004.
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Compared to both Germany and France, labour markets in the UK are more flexible, and offshoring is likely to generate both company-level and economy-wide gains as in the US. But even in the UK, as in the US, offshoring may generate economy-wide benefits while imposing significant dislocation costs -in the form of lost wages and lost jobs -on individual workers.
Implications for Policy
There is growing concern among European citizens that the immigration of labour from lowwage countries and the offshoring of production to such countries will mean fewer jobs, lower wages and lower living standards. Yet as the preceding discussion indicates, neither economic logic nor the available empirical evidence justifies this concern provided European labour markets are sufficiently flexible to take advantage of the efficiency-enhancing, competitionenhancing effects of immigration and offshoring while easing the dislocation costs they impose on individual workers. The remainder of this paper focuses on policies to realize this goal.
Policies to Manage Migration
The empirical evidence suggests that immigration has not had a significant effect on job displacement among native workers. But this finding may reflect the fact that most OECD countries are already managing immigration flows. It is therefore conceivable that any further opening of borders may result in some negative transitional or even long-term employment effects on native workers, especially if future migrants are similar to them in skill and experience. Hence, the question arises as to whether there should be targeted policies to address displacement effects on native workers from immigration or whether existing general policies to help those who suffer job loss for any reason are sufficient. Given the strong preference across European countries to restrict immigration this is rather a theoretical question with little empirical evidence to direct policy makers. Whether there should be targeted and specific policies to help native workers displaced by immigration depends on whether they suffer disproportionately or are special in any other sense. It also seems plausible that any adverse employment effects that result from immigration will occur more slowly than similar effects caused by technological change or offshoring. On balance, it is hard to see a justification for policies specifically targeted to help native workers who suffer displacement or wage loss as a 7 result of immigration. Effective policies to assist all displaced workers regardless of the cause of their displacement should be adequate.
There is a strong preference in most developed countries for a managed immigration system to gain the benefits of demand-driven immigration while minimizing the downside risks -and foregoing any potential upside benefits -of supply-driven immigration. The main policy issue with such an approach is how best to design targeted demand-driven immigration schemes (e.g, the H1B visa programme in the USA and the High Skill Migrant programmes in the UK and Germany). The consensus seems to be around a 'points' based system (e.g, Canada or Australia as models) with points positively correlated with the skills, experience, and income potential of potential migrants and the sectoral needs of the economy.
However, economic consequences are only part of the controversy over immigration. In many European countries public opinion is often more concerned with the social implications of immigration. In response to concerns about the assimilation and integration of immigrants into broader society, a growing number of European countries now require immigrants to attend language and culture courses and civic education. Failure to comply with such requirements can trigger significant penalties such as lower unemployment benefits or reduced chances of obtaining resident permits. 
Policies for Offshoring
Whether a country benefits from offshoring depends significantly on whether workers who lose their jobs to offshoring are willing and able to move to other jobs that pay equal or higher wages. And this in turn depends on the flexibility of that country's labour market. To some, labour market flexibility means the absence of policies to help workers cope with job loss, and the US example comes quickly to mind. But as Denmark and the Scandinavian countries have demonstrated, labour market flexibility can be enhanced by "active" labour market policies that allow firms to dismiss workers at short notice while helping workers find new jobs through job relocation and training schemes. All of the countries in continental Europe that have employment ratios of over 70% have such active labour market policies. For example, in Denmark workers can be dismissed at short notice, and severance pay requirements are not high. Unemployment benefits, however, are generous and are available over four years with the most generous benefits available to lower-paid workers who are eligible to receive up to 90% of the wages they received in their previous job. Retraining is obligatory after a certain period of time, and unemployed workers are required to accept offers of employment or retraining in order to remain eligible for unemployment benefits. The Danish example suggests that successful active labour market policies combine an appropriate balance of incentives, obligations and benefits that focus on the "employability" of workers rather than on the number of jobs in a particular company or sector. A key challenge in the design of active labour market policies is how to provide income support for jobseekers while at the same time increasing their incentive to find and accept jobs. As a result, such policies usually involve both "activation measures" to encourage individuals to become more active in seeking new jobs and income support measures. The UK Jobseeker Allowance is an example of policy that has both features. Germany has also recently introduced some active labour market reforms-the so-called Hartz reforms.
Even though the British and German systems are very similar in some respects, they confront different problems both in terms of the numbers and characteristics of the unemployed. The UK has the lowest unemployment rate in Europe and Germany has the highest. The UK has been trying to improve the employability of specific groups such as the disabled and single parents, while Germany has been trying to reduce high unemployment rates across all categories with particularly high levels in the east. As such, the German experience may provide a test of whether the British scheme can be scaled up to work effectively during a recession. However, the fact that German and UK unemployment levels remain persistently different reinforces the broader point that differences in labour market institutions explain much of the difference in labour market outcomes. 41 To that extent, lower employment protection, fewer restrictions on the hiring and dismissal of workers, and until recently more restrictive and less generous benefits in the UK compared to those in Germany and other continental European countries have contributed to the UK's superior performance in terms of employment levels and unemployment rates.
Distributional consequences of offshoring
While there is general agreement that offshoring can benefit the economy as a whole, the gains are likely to be spread unevenly across the population. 42 In particular, displaced workers are at risk of losing out as discussed above. European governments offset some of the negative effects of job loss and unemployment by providing income supplements for unemployed workers, particularly low-income workers. However, it is important to design the tax and benefit system in such a way that accepting a new job makes economic sense for an individual worker. This is not the case in many European countries because such a worker may face a very high marginal effective tax rate -as much as 80% -if he accepts a new job at his previous wage level. 43 And the marginal tax rate can be even higher if the wage a worker receives in a new job is lower than the wage paid in his previous job.
One approach currently being implemented in the US, Canada and Switzerland and to some degree also in Germany (only to workers aged 50 or older) and France (only to workers who lose their jobs in "mass layoffs") is that of wage insurance. The basic features of the approach are illustrated by the US scheme. The programme was introduced in 2002 and provides wage insurance for manufacturing workers fifty years or older who can prove that trade is a "major cause" of their job loss. The scheme pays eligible workers half the earnings that have been lost if they take a new job with a ceiling of $10,000. 44 The goal of the programme is to encourage displaced workers to accept new jobs quickly to avoid the depreciation of their skills and experience. As noted earlier, older workers are much more likely to face long-term or even permanent job loss as a result of import competition or offshoring unless they are willing to accept new jobs at lower wages than what they earned in their previous jobs. Implementation of the wage insurance programme in the US has been very limited so far, and only a small number of people have actually been beneficiaries. Recently, it has been argued that service workers displaced by offshoring should have wage insurance extended to them. The proposed extension would include permanently displaced full-time workers with at least two years of tenure in their previous job.
The evidence on whether wage insurance has significant benefits is very limited. A controlled experiment in Canada provides evidence of modest employment effects from wage insurance but also finds no impact on the amount or duration of unemployment benefits. 45 Although wage insurance may be helpful in addressing the political fallout from offshoring, such an approach amounts to a wage subsidy programme that like any other wage subsidy scheme will distort prices in the labour market. For example, a firm may offer a lower wage to a worker eligible for wage insurance or a firm may specifically hire displaced workers who qualify for wage insurance because they are less expensive than workers who are not eligible. Such possible incentive effects have not yet been analysed in detail. Equally, the fiscal implications of an broad-based wage insurance programme are not fully understood. For example, a recent US study estimated that the proposed extension of wage insurance discussed above would cost up to $4 billion a year. 
Role of Education, Training and R&D
Improving skills and training has long been a major tool to enable displaced workers to find new jobs and shorten their time out of work. There are many challenges confronting European policy makers in the education arena. These include developing effective job-retraining programmes for such workers and designing educational systems that promote the acquisition of general skills rather than occupation-specific training, which has been the traditional focus for workers in Germany, France and Italy. Recent reforms in the UK have been designed to achieve the latter objective. Wage insurance may also serve as a training subsidy if it encourages displaced workers to take up entry-level jobs providing training on the job while also saving them the opportunity costs of foregone wages during the training period. Policy makers tend to underestimate the ability of workers to acquire substantially more human capital on the job than in the classroom.
Improving human capital in general may help to reduce potential losses from offshoring. Education and training can have a significant impact on economic growth, particularly through the influence of human capital on the introduction and absorption of new technologies. 47 Furthermore, successful R&D policies can mitigate the effects of offshoring. Although most developed countries distribute only a fraction of their overall expenditure on physical equipment and structure to R&D, evidence suggests that the potential positive externalities to R&D investment are substantial and a major source of long-term economic growth. 48 Flexible labour markets are important, but their success hinges critically on the ability of an economy to create new jobs. Whether the offshoring of jobs will lead to net employment losses will very much depend on the job creation rate of an economy, and that in turn is closely linked to its productivity performance.
Interplay with immigration policy
Immigration and offshoring are not necessarily distinct phenomena and can happen at the same time and may even depend on one another. For example, immigrants are often prepared to work for significantly lower wages compared to natives for a given skill level and may therefore ease the cost pressures that encourage a business to offshore parts of its production to an emerging market location. Hence, policy solutions may benefit from a joint approach given the significant overlap outlined above.
In Europe, the migration of jobs through offshoring is in its relative infancy and as yet has had no significant impact on the wages or employment rates of European workers. While the evidence from North America suggests that it will in the future, there are also reasons for being quite cautious about the size of these effects. For a start, offshoring has mostly been for functionsback office and the like -that are not generally deemed core to companies. Yet many functions within firms remain ill suited to offshoring for organisational and technical reasons, as well as because of coordination and other costs. 49 There is, of course, a large literature on firm organisation -stretching from the managerial to transactions costs -that provides reasons for why this has been and, in many cases, is likely to remain the case. Further, with plausible assumptions concerning labour supply elasticities, the cost advantage of offshore locations will steadily decline over time as labour and capital costs rise in such locations. Indeed, there is already evidence of labour supply constraints beginning to operate 50 in both India and China for certain kinds of skills and in certain locations. Hence, neither the demand nor supply side arguments necessarily support the notion that offshoring must accelerate radically in the years ahead. According to a recent analysis by McKinsey, only about 11% of the world's service-sector jobs can be performed at remote locations. Most services, including those associated with homes and with health must by their very nature be provided by workers in the same location as consumers.
What is clear, however, is that the impact of offshoring on European labour markets and the distribution of skills and income will depend mainly on the institutional context. In this regard, there are already important differences within Europe. The balance between job protection and benefits like unemployment insurance varies among European countries as does the extent to which active labour market policies are used to strengthen employability. Nonetheless, despite these differences, there is widespread agreement across Europe that policies to provide better incentives for job creation-including reducing the tax rate on labour-and to provide greater skill acquisition will be important to mitigating any adverse effects on the employment and wages of European workers from the out-migration of jobs to lower-cost locations in emerging markets.
Fears among European and American workers about the effects of immigration and offshoring for their jobs and wages are usually dismissed by economists and business leaders. And the evidence reviewed in this paper shows that at least to date these effects have been insignificant and the fears unwarranted. But such fears have a sound analytical foundation. As Richard Freeman 51 , a respected labour economist at Harvard University has recently pointed out, the global labour force has more than doubled over the last fifteen years as a result of the entrance of China, India and the former Soviet Union into the global system of production and trade. These new workers have brought little physical capital with them. As a result, their arrival has cut the global capital/labour ratio in half and this ratio is the primary determinant of worker productivity and pay. A lower capital/labour ratio also means that the distribution of income-the balance of negotiating power-has shifted in favour of the owners of capital and against labour. Overall, the doubling of the global labour force will mean that over the next several years average real wages are likely to grow more slowly in the advanced industrial countries and that many workers, especially those at the lower end of the skill distribution, are likely to face painful job dislocation and stagnant or falling real wages. So the challenges confronting European governments will be how to adjust their policies to take advantage of the efficiency gains from globalization-the lower prices, greater competition and growing markets-associated with the rise of China, India and other emerging markets while at the same time making sure that these gains are shared among their populations in accordance with their notions of equity and fairness.
